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Notes for FOMC Meeting 

December I ? ,  1984 


Sam Y.  Cross 


Since your last meeting the dollar has again climhed 

higher in the exchange markets, gaining more than 6 percent 

against the European currencies and 5 percent against the 

Japanese yen. Following President Reagan's reelection the 

dollar rose strongly throughout November, and eased only 

slightly and temporarily after the Federal Reserve announced a 

1/2 percent cut in the discount rate. Since earlv December, 

the dollar, while still a t  h i g h  levels, has fluctuated without 

any clear trend. 

During this period the dollar has once again 

approached tne highs against the mark reached in 

late-Septemher and in mid-Octoher. On both of those earlier ma-

SianS, the Bundeshank, picking times when the dollar seemed 

vulnerable to a downward move, intervened to help knock the 

dollar down. The Bundesbank receives a steady stream of 

dollars from U . S .  troop expenditures and from interest on i t s  

dollar reserves, and to prevent its foreign exchange reserves 

from rising at a time when the mark is weak, sells those 

dollars a t  times when it helieves the impact on the exchange 

market will be largest. That was clearly the case when the 
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Dundesbnnk i n t e r v e n e d  on Septemher 21 and t h e  d o l l a r  f e l l  

n e a r l y  4 percen t  i n  a couple  of hours. During t he  l a t e s t  

i n t e r m e e t i n g  p e r i o d ,  t h e  nundeshank h a s  s o l d  d o l l a r s  on a 

number oE o c c a s i o n s ,  a t o t a l  of $ 1 . 2  h i l l i o n ,  h u t  w i t h  much 

l e s s  market e fEec t  than i n  September and Oc tobe r .  Also ,  Bundesbank 

t o t a l  s a l e s  of d o l l a r s  were more than  o f f s e t  by p u r c h a s e s  

o f  d o l l a r s  by o t h e r  c e n t r a l  b a n k s .  

The d o l l a r ' s  r e s i l j e n c y  i n  November r e f l e c t e d  

t h e  c o n t i n u e d  a t t r a c t i v e n e s s  o f  t h e  i n v e s t m e n t  cl imate 

i n  t h e  Unjted S t a t e s  d e s p i t e  t h e  d e c l i n e s  i n  1J.S. i n t e r e s t  

r a t e s .  I t  was noted t h a t  i n t e r e s t  r a t e  d i f f e r e n t i a l s ,  t h o u g h  

milch na r rower ,  s t i l l  f avored  the  d o l l a r  o v e r  o t h e r  m a j o r  

c u r r e n c i e s ,  and a l s o  t h a t  i n f l a t i o n  e x p e c t a t i o n s  i n  t h e  l1.S. 

a:,peared t o  be modera t ing .  Also, t h e  d o l l a r  h a s  g a i n e d  

some s u p p o r t  from c u r r e n c y  conve r s ions  into dollars O S  

borrowings i n  o t h e r  c u r r e n c i e s  by t h e  d e b t - t r o u b l e d  coun t r i e s .  

I n  p a r t i c u l a r  there  were r e p o r t s  of  c o n v e r s i o n s  o f  t h e  f o r e i g n -

c u r r e n c y  p o r t i o n  of bank l o a n s  t o  Mexico t a k e n  down a t  t h e  

end of November, 

The r ecen t  s u p p o r t  f o r  the d o l l a r  seems t o  r e f l e c t  

f o r c e s  t h a t  have dominatpd the markets f o r  most O F  1 9 8 4 .  The 

a t t r a c t i o n  o f  a h r i s k  1J.S. economic expans ion ,  lower 

i n f l a t i o n ,  r e l a t i v e l y  h i g h  i n t e r e s t  r a t e s  and  a good 

envi ronment  f o r  bus iness  has  been s u f f i c i e n t  n o t  o n l y  t o  

f i n a n c e  t h e  l a r g e  U . S .  c u r r e n t  accoun t  d e f i c i t ,  b u t  a l s o  

t o  e x e r t  upward p r e s s u r e  on t h e  d o l l a r .  
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The dollar also continues to l o o k  attractive because 

European alternatives have lost their luster, with sluggish 

economies, increased political uncertainties, and in some 

cases vulnerability to labor unrest. Thus far in 1984 the 


currencies of continental. Europe have lost 14 percent against 


the dollar, The yen has lost 7 percent, and now stands near 

its all-time high against the German mark. 

With the dollar now close to its historic highs for 


the third time, the exchange markets appear to be adjusting to 


the higher level. While most market observers acknowledge 


that the dollar's 4-year rise will reverse at some point, few 


entertain the likelihood of any significant drop in the near 


future. Most participants expect continued wide fluctuations, 


but generally around a steady or still rising trend. 


Recommendation 


A s  discussed at the last meeting, we have negotiated 

the extension of all of the Federal Reserve System's regular 

swap arrangements with foreign central banks and the B . I . S . ,  

which have come up for renewal in Decemher. Only two minor 

technical changes were reauired. One, which was approved by 


the Committee at its last meeting, makes the applicable 


exchange rate in the agreement with Japan that of two days' 


prior to the value date of the drawing, rather than one day, 
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to reflect a recent change in Japanese market practice. The 

second change is in the agreement with the National Bank Of 

Denmark. That agreement referred to a specific Danish 

Treasury security issue as the hasjs for setting the interest 

rate on drawings in Danish krone, and that security is no 

longer being issued. Since changes may occur again, we have 

agreed that the rate applied will be the rate on a Danish 

Treasury security comparable to the U.S.  Treasury hills, as 

agreed hetween the two parties at the time of any drawing. 

I recommend that the Committee should authorize 


renewal of all the agreements for another year. 




PETER D. STERNLIGHT 
NOTES FOR FOMC MEETING 

1 7 - 1 8 .  1 9 8 4  

Against a background of lagging growth in narrow money 

supply, sluggish growth in the economy. subdued inflation. and a 

strong dollar, Desk operations since the last meeting have sought to 

fill reserve needs promptly and fully, while aiming at a gradual 

reduction in pressures on bank reserve availability. Although broader 

aggregates grew robustly. exceeding the September-December growth 

rates indicated by the Committee. greater significance was attached to 

the sub-par performance of M1. which appeared to be falling short of 

the Committee’s specified 3 percent September-December pace--a pace 

that in a sense was considered minimal and that the Committee would 

have found it acceptable to exceed. Moreover. the slow pace of M1 

seemed more consistent with the signs of laggard growth in the economy 

than did the larger expansion of broader money measures. These 

broader measures may have benefited from the greater attractiveness of 

money market deposit accounts and money market mutual fund accounts as 

the yield declines on these accounts lagged the rate decreases on 

marketable money market instruments. 

A s  the period began, reserve paths incorporated $ 5 7 5  million 

of adjustment and seasonal borrowing, down from the $700 million level 

used just before the November 7 meeting. Two weeks later. the 

borrowing assumption was pared to $500 million. and two weeks after 

that to $400 million. Given these reductions in intended pressure. 

further punctuated by the 1/2 percent reduction in the discount rate 

announced November 21. the federal funds rate worked down from 9.80 

percent in the two weeks ended November 7 to 8.70 in the week ended 

December 1 2 .  and an average of about 8.30 percent in the first few 
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days  of t h e  c u r r e n t  week. Today it i s  around 8 p e r c e n t  and t h a t  w i l l  

p u l l  t h e  a v e r a g e s  down f u r t h e r .  a l t h o u g h  a f i r m i n g  i s  l i k e l y  b e f o r e  

t h i s  r e s e r v e  p e r i o d  ends  on Wednesday. 

Ac tua l  borrowing l e v e l s  d i d  not  a lways behave q u i t e  a s  

i n t e n d e d .  w i t h  a b e r r a t i o n s  mainly on t h e  h i g h  s i d e  because  of  

unexpec ted  r e s e r v e  s h o r t f a l l s .  u n u s u a l l y  heavy demands f o r  e x c e s s  

r e s e r v e s ,  o r  p o s t - p e r i o d  upward r e v i s i o n s  t o  r e q u i r e d  r e s e r v e s .  The 

day  of t he  l a s t  meet ing  i n  f a c t  saw p a r t i c u l a r l y  h igh  borrowing due t o  

a combina t ion  o f  r e s e r v e  s h o r t f a l l  and heavy r epurchase  agreement  

wi thd rawa l s .  b o o s t i n g  average  borrowing i n  t h e  two-week p e r i o d  ending  

t h a t  day t o  n e a r l y  $ 1 . 2  b i l l i o n .  I n  t h e  f i r s t  two-week pe r iod  of t h e  

new i n t e r m e e t i n g  i n t e r v a l .  borrowing averaged a c l o s e - t o - p a t h  $588 

m i l l i o n .  a l t h o u g h  t h i s  was h i g h e r  t h a n  in t ended  s i n c e  an e f f o r t  had 

been made i n  t h e  f i n a l  days o f  t h a t  pe r iod  t o  p r o v i d e  r e s e r v e s  

r e l a t i v e l y  generous ly  a g a i n s t  i n d i c a t e d  p a t h  l e v e l s  t o  guard a g a i n s t  

unwanted f i r m i n g .  I n  t h e  second maintenance p e r i o d ,  borrowing 

averaged  $763  m i l l i o n .  w e l l  above t h e  l e v e l  assumed i n  t h e  p a t h ,  

p a r t l y  because  o f  heavy borrowing on Thanksgiv ing  Day which r e a l l y  was 

c a r r i e d  o v e r  from t h e  end of  t h e  p r e v i o u s  p e r i o d  and p a r t l y  because  o f  

r e s e r v e  s h o r t f a l l s  and h igh  demand f o r  excess  r e s e r v e s  t h a t  l e d  t o  a 

t a u t  money market  a t  t h e  end of t h e  p e r i o d .  I n  c o n t r a s t ,  t h e  c u r r e n t  

r e s e r v e  main tenance  p e r i o d  h a s  seen  r e l a t i v e l y  l i g h t  borrowing s o  f a r  

- - a b o u t  $250 i n  t h e  f i r s t  11 days .  A t  t h i s  p o i n t ,  t o  a c h i e v e  a $400 

m i l l i o n  a v e r a g e ,  borrowing f o r  t h e  c u r r e n t  two weeks c o u l d  imply a n  

a p p r e c i a b l e  f i r m i n g  i n  t h e  n e x t  c o u p l e  of  d a y s .  

For t h e  two f u l l  maintenance p e r i o d s  s i n c e  t h e  l a s t  mee t ing ,  

nonborrowed r e s e r v e  levels somewhat exceeded t h e  p a t h  l e v e l s  a s  of t h e  

day t h e  r e s e r v e  p e r i o d  was end ing .  a l t h o u g h  i n  t h e  case  of t h e  

November 2 1  p e r i o d  t h e r e  was a subsequent  upward r e v i s i o n  t o  r e q u i r e d  
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reserves and a nonborrowed objective based on that revised level was 


not quite met. 


The Desk provided reserves in large size over the period. 

meeting seasonal needs for currency and required reserves. as well as 

offsetting a decline in extended credit borrowing. Net intermeeting 

outright purchases totaled a record $ 7 . 4  billion, requiring two 

temporary increases in the normal leeway to cover intermeeting 

changes. Purchases included $ 5 . 6  billion in three market operations 

--tvoin bills for about $4.1 billion and one in notes and bonds f o r  

$1.5 billion. The System also bought $1.7 billion in bills and notes 

from foreign accounts. System and customer-related repurchase 

agreements were used on a dozen occasions. while a temporary reserve 

glut was absorbed through matched-sale purchase transactions in the 

market on one occasion. 

It may be of interest to note that so far this year. the 

System’s outright holdings of Treasury and agency securities are up by 

a net of $ 6 . 4  billion, about evenly divided between bills and coupon 

issues with a small decline in agency securities. This year’s 

increase is substantially smaller than the record $16 billion rise 

during all of 1983. although when account is taken of the $3.5 billion 

FDIC note and the rise of about $3  billion in extended credit. both 

essentially stemming from the Continental Illinois situation. the 

annual changes are fairly similar. The further reason for the bigger 

rise in 1983 was the $3 billion larger increase in currency in 

circulation in that year. 

While federal funds worked fairly steadily lower in rate over 

the period, other market interest rates followed a somewhat erratic 

course. generally ending up lower for shorter maturities but little 

changed at the longer end. The System’s accommodative stance provided 
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encouragement th rough  t h e  l e s s e n i n g  of  r e s e r v e  p r e s s u r e s  and t h e  

d e c l i n e  i n  t h e  d i s c o u n t  r a t e  midway i n  t h e  p e r i o d .  bu t  d a y - t o - d a y  news 

on t h e  economy and monetary growth was cons ide red  a mixed bag and t h e  

market a l t e r n a t e l y  b l e w  h o t  and co ld  on whether  t h e r e  was f u r t h e r  

e a s i n g  t o  come. The n e t  r e s u l t  was a s t e e p e r  y i e l d  cu rve  a s  t h e  lower 

funds  r a t e  and r e l a t e d  d e a l e r  f i n a n c i n g  c o s t s  p u l l e d  s h o r t  r a t e s  down 

whi l e  l o n g e r  r a t e s  responded more t o  t h e  s h i f t i n g  d a y - t o - d a y  

psychology on b i t s  o f  b u s i n e s s  news and money growth r e p o r t s .  

E x p e c t a t i o n s  of  r a t e  d e c l i n e s  were a l r e a d y  b u i l t  i n t o  t h e  l o n g e r  end 

a s  t h e  p e r i o d  began.  i n  a n t i c i p a t i o n  of a s l u g g i s h  economy and System 

moves to pep up M1 growch. s o  t h e  e a s i n g  of r e s e r v e  p r e s s u r e s  and 

mix tu re  of s l u g g i s h  and n o t - s o - s l u g g i s h  news produced about  a s t a n d -

o f f .  

B i l l  r a t e s  f e l l  by about  7 0  t o  85 b a s i s  p o i n t s  o v e r  t h e  

p e r i o d  w h i l e  t h e  Treasu ry  tapped  t h i s  market  f o r  roughly  $15 b i l l i o n  

o f  new funds .  Three- and s ix-month b i l l s  were a u c t i o n e d  t o d a y  a t  

abou t  7 . 9 7  and 8 .15  p e r c e n t  compared w i t h  8 . 8 2  and 9 .07  p e r c e n t  j u s t  

b e f o r e  t h e  l a s t  meet ing .  S i m i l a r l y .  CD r a t e s  came down 80-95  b a s i s  

p o i n t s .  and most banks c u t  t h e i r  p r i m e  r a t e  i n  two o r  t h r e e  s t e p s  by 

75  b a s i s  p o i n t s  t o  1 1 - 1 / 4  p e r c e n t .  The gap between t h e  prime r a t e  and 

bank fund ing  c o s t s  remains f a i r l y  wide.  

Ra te s  on Treasu ry  n o t e s  and bonds were down about  30-45 b a s i s  

p o i n t s  f o r  2 - 5  y e a r  i s s u e s ,  l i t t l e  changed i n  t h e  1 0 - y e a r  a r e a .  and up 

a f e w  b a s i s  p o i n t s  f o r  t h e  l o n g e s t  m a t u r i t i e s .  Counting t h e  whole 

November r e f u n d i n g .  which was p a r t l y  a u c t i o n e d  j u s t  b e f o r e  t h e  l a s t  

meet ing d a t e .  t h e  Treasu ry  r a i s e d  $19 m i l l i o n  i n  coupon i s s u e s  o v e r  

t h e  p e r i o d .  The o f f e r i n g  inc luded  t h e  T r e a s u r y ’ s  second f o r e i g n -

t a r g e t e d  i s s u e .  a $1 b i l l i o n  add-on t o  t h e  5 - y e a r  n o t e .  T h i s  i s s u e  

a t t r a c t e d  much less a g g r e s s i v e  b i d d i n g  t h a n  t h e  s i m i l a r  4 - y e a r  n o t e  
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s o l d  i n  October .  s a v i n g  t h e  Treasury  j u s t  7 b a s i s  p o i n t s  a s  a g a i n s t  3 2  

i n  t h e  4 - y e a r  n o t e .  I n  t h e  secondary market t r a d i n g  of bo th  t a r g e t e d  

issues, t h e  r a t e  sp read  between t h e  f o r e i g n  and domest ic  v e r s i o n s  

e n t i r e l y  e r o d e d ,  O K  even t u r n e d  t o  show a s l i g h t l y  h i g h e r  r e t u r n  on 

the f o r e i g n  i s s u e - - p r o m p t i n g  some h o l d e r s  of t h e  4 - y e a r  n o t e  t o  

conve r t  t o  t h e  companion domest ic  i s s u e .  While a v i a b l e  l o n g - r u n  

market  i n  t h e  t a r g e t  i s s u e s  does  not  seem t o  be  deve lop ing ,  t h e  

a t t e n t i o n  su r round ing  t h e i r  i s s u a n c e  may be s a i d  t o  s e r v e  a purpose i n  

qu ickening  f o r e i g n  a p p e t i t e  f o r  U.S. Treasu ry  i s s u e s  i n  g e n e r a l .  

R a t e s  on l o n g e r  c o r p o r a t e  i s s u e s  moved i n  roughly s i m i l a r  

f a s h i o n  t o  l o n g e r  T r e a s u r y s .  New i s s u a n c e  was l i g h t  t o  moderate  u n t i l  

l a te  November when t h e r e  was a b u r s t  o f  supply  t o  t a k e  advantage o f  

l o w e r  r a t e s - - b u t  t h i s  c logged t h e  market f o r  a t i m e  and backed r a t e s  

up t o  about  t h e  same l e v e l  as s e v e r a l  weeks e a r l i e r .  Tax-exempts 

f a r e d  b e t t e r .  somewhat ou t -pe r fo rming  t h e  t a x a b l e  market  �o r  t h e  f i r s t  

t i m e  i n  s e v e r a l  months a s  d e a l e r s  and i n v e s t o r s  began t o  s e e  an end t o  

t h e  heavy new s u p p l i e s  be ing  brought  t o  bea t  y e a r - e n d  d e a d l i n e s  f o r  

ce r t a in  t y p e s  o f  i s s u e s .  

I t  seems h a r d e r  t h a n  u s u a l  t o  summarize t h e  s t a t e  o f  market 

o p i n i o n  on t h e  r a t e  o u t l o o k  a t  t h i s  p o i n t .  There  a r e  n o t  even w e l l -

d e f i n e d  " s c h o o l s  o f  f i s h "  swimming t h i s  way and t h e n  t h a t  a s  a n o t h e r  

crust of i n f o r m a t i o n  i s  t o s s e d  i n  t h e  wa te r .  In some ave rage  s e n s e .  I 

t h i n k  t h e  marke t  i s  about  a d j u s t e d  t o  a funds r a t e  c e n t e r i n g  around 

8-112 t o  8 - 3 1 4  p e r c e n t .  maybe l e a n i n g  t o  8 - 1 1 2 .  The s t r e n g t h  of t he  

economy i s  seen  a s  t h e  main i n f l u e n c e  on r a t e s  b u t  t h e r e  i s  a wide and 

s h i f t i n g  range of views about  whether t h e  r e c e n t  l u l l  i s  g i v i n g  way t o  

renewed v i g o r .  r e c e s s i o n .  o r  j u s t  more lull. Few expec t  s i g n i f i c a n t  

i n f l a t i o n a r y  p r e s s u r e s  n e a r  te rm.  u n l e s s  t h e  d o l l a r  should  weaken 

a p p r e c i a b l y  and t h i s  does n o t  seem t o  be widely expec ted .  Most 
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p a r t i c i p a n t s  e x p e c t  l i t t l e  n e a r - t e r m  p r o g r e s s  on r educ ing  t h e  budget  


d e f i c i t .  a l t h o u g h  t h i s  i s  n o t  s een  a s  hav ing  a b i g  r a t e  impact excep t  


by t h o s e - - a n d  t h e r e  a r e  some--who expec t  a f a i r l y  v igo rous  expans ion  


t o  resume. 


Bpaiipst f o r  L e u  


C u r r e n t  p r o j e c t i o n s  sugges t  a need t o  d r a i n  on t h e  o r d e r  of 

$4 t o  $ 6  b i l l i o n  of r e s e r v e s  i n  t h e  weeks th rough  t h e  end o f  J a n u a r y ,  

due c h i e f l y  t o  a s e a s o n a l  r e t u r n  f low o f  c u r r e n c y  and d e c l i n e s  i n  

r e q u i r e d  r e s e r v e s .  I would sugges t  a temporary  i n c r e a s e  i n  t h e  

s t a n d i n g  $4 b i l l i o n  leeway t o  $ 6  b i l l i o n  u n t i l  t h e  nex t  meet ing  d a t e ,  

a l t h o u g h  I c a n ’ t  r u l e  o u t  t h e  p o s s i b i l i t y  t h a t  even more might be  

needed.  p a r t i c u l a r l y  w i t h  p e r s i s t i n g  u n c e r t a i n t i e s  about  what might 

happen t o  ex tended  c r e d i t .  



James L. Kichline 

December 17, 1984 


FOMC BRIEFING 


Econonic activity appears to be expanding at a sluggish 


pace this quarter. Domestic sales on average seem to be growing 


rather slowly, production has been weak. and inventories have 


backed up somewhat. Compared with the forecast presented at the 


last meeting of the Committee, the current staff forecast 

entails a little lower growth ir. real GNP this quarter and next, 

but it is not fundamentally different. We still believe the 

eccnomy is on a track that will provide moderate expansion in 

1985, that is real growth of around 3 percent. For inflation we 

expect the GNP deflator to rise about 4 percent next year, the 

same as anticipated in 1984. 

This is the season to discuss consumer spending, and 


consumer behavior in recent months has been an area of concern 


and confusion. Major retailers generally have been describing 


sales in November and early December as disappointing,with 


heavy promotions required to elicit much consumer interest. 
 The 


statistical evidence on consumer spending outside of autos is 


that sales dropped in October and recorded a huge advance in 


Wovember. Total auto sales were at a 10 million unit rate in 


October and November, down a little from that in September and 
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the third quarter as a whole; sales of domestic units reportedly 


are still constrained by shortages of the more popular models. 


The staff's forecast projects consumer spending rising 

about 3 percent in real terms in the current quarter, a moderate 

expansion coning after the erratic pattern of the preceding two 

quarters. During the spring, real personal consumption expendi­

tures rose at an unsustainable 8 percent annual rate followed by 

virtually no growth over the summer quarter. Most of the influ­

ences on consuner spending seem to be pointing in the direction 

of moderate expansion: for example, incomes and employment con­

tinue to exhibit growth, attitudes reportedly are still quite 

good, and consumers hold large amounts of liquid assets and 

don't seem to be averse to taking on debt. Thus, taking a mid­

dle ground on consumer spending has seemed the best bet to us. 


But that moderate growth of consumer spending this 

quarter along with weak business fixed investment does not seem 

sufficient to clean up excess inventories. We expect that some 

final demands both this quarter and next will be satisfied out 

of inventories, which acts to damp growth of GNP in the fore-

cast. Accumulation of inventories in the aggregate was still 

very large in October. the latest available data, even though 

production declined and imports were reduced. For November, 

industrial production increased 0 . 4  percent with most of the 

gain in the motor vehicle sector where output earlier was held 
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down by strikes and other production difficulties. It appears 


that producers basically have been making fairly prompt adjust­


nents to emerging trends of orders and inventories, and contin­


ued restraint on domestic production over the next few months is 


expected to alleviate lingering inventory difficulties. 


In the business fixed investment sector, the quarter 

started off weak with sizable declines in domestic orders and 

shipments while imports of capital goods also fell. Some 

rebound in orders and shipments in later months of the quarter 

is assuned in the projection, but this would only provide very 

small growth of business capital spending for the quarter as a 

whole. On average, the staff believes business fixed investment 

will continue to be supportive of expansion in the overall econ­

omy in 1985. although growing at a much more moderate 6 percent 

pace in real terms. This rate of expansion takes account of the 

weaker trend of orders and contracts that has been developing 

and recognizes the reduced incentives to investment in an envi­

ronment of slower growth of final sales and few upward pressures 

on capacity utilization rates. 

In the housing sector, starts data for November will be 


available tomorrow morning. Nevertheless, the decline in mort­


gage interest rates is expected to provide a little lift to 


starts going into 1985, and indeed appeared to be affecting home 


sales in September and October. Mortgage rates are presumed to 
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remain high enough to limit activity, however, and with rental 

vacancy rates on the rise and affecting multifamily starts, 

total housing starts averaging 1.8 million units next year would 

only match the performance in 1984.  

On balance, the staff forecast of real activity is a 


bit weaker in the short run given the evidence on final sales 


and the apparent need to work down inventory accumulation. This 


is still a forecast nevertheless of an economy in transition to 


moderate expansion after a surprisingly strong first half of 


1984. There is a bit more slack in labor markets and capacity 


utilization in the forecast and along with an upward revision to 


the projected value of the dollar, the projection of wage and 


price inflation was cut back a few tenths. 




lD: Federal open Market (hrmittee W E :  Cecenber 11, El84 

FFCM: S. H. A x i l r d  SJWECI': Camvents on operating
procedures and cer ta in nwnetary 
targeting i ssues  

*re are three interrelated issues that can be raised i n  

cavlection w i t h  a general discussion by the Cannittee a t  t h i s  tim? of 

mnetary policy formlation and hplenentation. me pertains mainly to 

inplementation, and relates to questions abcut the most effective cpen 

market operating procedure in tte mntext of a predaninantly jud-ntal 

apprcach-a matter that w a s  raised by President Morris a t  the l a s t  

me t ing  i n  connection with the behavior of interest rates ard borrowing 

Over the s-r ard f a l l  ard has  been discussed i n  one way or another 

by otkr Ccmnittee mehrs i n  the course of the  past year or mre. 

The other two issues have to & with the re l i ab i l i t y  of fl1 as 

an intermediate objective for policy, par t icular ly  i n  l i g h t  a� its r e e n t  

weakness, ard the related question of whether its recent weakness should 

be taken special ly  i n t o  accoun twkn  se t t ing  next year 's  ranges. A few 

canrents can te offered on these two topics a t  this tine par t ly  a s  

bskground for mre formal consi&raticn of specif ic  ranges and their 

policy significance a t  the February meting.  

*rating procedures 

Reserve paths f o r  guidirq c p n  market operations have for 

sane tim now teen based on an asamid level of adjustment plus seasonal 

bomiq a t  the discount wirdow. "his b o r m i n g  assunption is used to 

&rive for  ea& tw-ek reserve period a nonbormd reserve path-which 
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is what the  Desk can rea l ly  h i t  (aside f r m  the unpredicted e f fec ts  of 

market factors).  m a t  path is derived by subtracting assumed b o m i n g  

fran the sum of estimated required reserves, updated i n  the course of a 

reserve period, ard a projection of excess reserves. 

I n  p r a c t i a  the actual level of borrowing can deviate fran 

assumption even if the nonborrwd reserve path is h i t  perfectly and actual 

required reserves are B estimated. In this case, free resezves (the 

difference between nonborrcwed and required) w i l l  t u r n  out as expected, but  

borrowirq may n c t  since the canposition of free reserves between excess 

reserves ard brrcwing is not within the System's control. m v e r ,  as  

noted, we &J attempt to estimate i n  advance the market's demand for 

excess reserves during any given reserve period i n  se t t ing  the nonborrckRd 

reserve path. %re are inevitably unexpected develcpnents i n  that  respect, 

but they terd to average cut over t h ,  a d  the actual level of borrawing 

w i l l  tend to vary around th? as& level within a reasonable range of 

tolerance. Over short periods, th? market w i l l  often look to the  level of 

free reserves as mre indicative of System intentions when, for instance, 

both excess reserves a d  borrowings are relat ively high or when both are 

relat ively low. 

An a s s e s m n t  of borrnwing, or inplied f r ee  reserves, as a guide 

for open market operations inmlves examination of two k i n d s  of problem. 

me relates  to corditions when mney demand is proving to be stronger or 

weaker than anticipated. A borrowing guide w l d  au tamt ica t ly  acccnmudate 

such behavior, since cpen market operatiors wcxlld supply or absorb the 

unexpected shor t fa l l  or 0vershDct i n  required reserves. This is not  a 

disadvantqe to such a guide when the Clmnittee does not wish  to resist 

unanticipated behavior i n  noney-either because a m e y  demand s h i f t  may 
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be under way or becrmse mre time may be required to assess the significance 

or durabili ty of the charge i n  mney. 

On the other hand, the accamodative characterist ic of a borrowing 

guide 5s .a  drawback at  times wfien the Ccmnittee wishes to achieve closer 

control of mney, particularly M 1  (the aggregate mst di rec t ly  related to 

reserves),  as Gauld be tl-e case when unanticipated navements i n  nuney are 

mre l ike ly  to b reflecting or foreshadowing undesired econanic perfor­

mance. ~nt h a t  case, adbrence to a nonborrowed or total reserve aggregate 

guide wculd be mre l ikely to achieve the desired outcane. 

cur present procedures s t r i k e  sanething of a conpronise. Zhe 

nonborrowed reserve paths are a d j u s t e d  w i t h i n  a reseme operating period for 

unanticipated -changa i n  m e y  a d  required resemes, so as to maintain 

the i n i t i a l l y  implied b o m i r g  level. Over a whole intermeeting 

period, t h i g h ,  the Cannittee specif ical ly  allows f o r  judgnental adjustments 

i n  borrcwirg i n  an attempt to resist, a t  least i n  pa r t ,  undesired rrovanents 

of th aggregates. However, these adjustments are considered not only i n  

the context of behavior of the monetary aggregates but also i n  relation 

to econanic ind ica ton  and financial market conditions generally. 

?he secord problem with borrowilq (or free reserves) as a guide 

emrges i n  circumstances when mney demand and the econany might be about 

as anticipated, given current interest  rates, but when banks' a t t i tudes  

Ward borrowirg, and free reserves, begin to sh i f t .  In tha t  case 

edherexe to a bormirg guide w i l l  cause actualmney supply, as well as 

econanic performance, to depart f ran  anticipatiow. Fbr exrrmple, mney 

g r d  w i l l  f a l l  sbrt when tanks' demand for borrowing declines (demand 

for f ree  reserves rises) a t  given i n t e r e s t  rates,  because the System i n  

its operatiors will f o r e  banks to te less liquid than they want (unless 
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the borrawing target  is changed), leading to i n t e r e s t  rate increases, 

ard, w i t h  5cme lag, to less money demand and actual mney growth than 

anticipated and to weaker econanic growth. 

zhe tehavior of M 1  durinJ the sumner w a s  to sune extent an 

example d t h i s  problem with borrowing as a guide. Short-term in te res t  

ra tes  rcse f ran  May thrcugh mid-slmmer, despite an uncharged level  of 

borrowing, and mney growth kegan to weaken. Based on r e su l t s  fran our 

mney market model, pernaps &cut 2 percentage points  a t  annual rate of 

the Ml weakness over the mmer might be a t t r ibu ted  to a s h i f t  i n  

borruwirrg demand. 

However, the  unanticipated weakness i n  mney grcnvth exterdiw 

into the f a l l , - =  sbrt-term ra tes  began to drq, substantially,  more 

exemplifies the first problem noted abme w i t h  a borrarirg or f r e e  reserve 

guide. The extended weakness i n  M 1  i n  gxd part w a s  associated w i t h  

diminishing t r amac t iom demand a s  econanic grwth decelerated sharply. 

In  l i n e  w i t h  bnnittee decisions ard operating pmedures ,  successive 

reductions in  borraring targets, ard increases i n  f r e e  reserves, were made 

beginning i n  late sumner. m e t h e l e s s ,  nonbrrowed reserves and t o t a l  

reserves by November were still about a t  their July levels,  as not enough 

reserves had been supplied both to sa t i s fy  banks' &minds for  l iqu id i ty  

ard to  a t t a i n  Ml objectives. 

W i l e  there are these problems with the current operating 

technique--as tkre  vould be problens, thcugh perhaps different  ones, i n  

any procedure chosen-the procedure has worked reasonably well over a 

d i f f i c u l t  period i n  whicfi the Cannittee has not wanted to be tied as 

closely as earlier to an Ml aggregate that was subject to t rans i t iona l  

uncertainties, and has wished to give more emphasis to over-all econanic 
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and financial consickratiors. xn any event, econanic performance has 

been reasoMbly satisfactory durirg the period i n  which these procedures 

have been i n  place, and financial conditions have been mre stable  than 

i n  thP 198e82 period. since mid-1983 M l  and M2 have generally remined 

within the i r  long-run ranges, i n  part because demand for these aggregates 

has been less variable than previously; recently, t bugh ,  M1 has been in  the 

lower portion of its range, an cutcane that had not been expcted earlier 

i n  the year. 

Sane nodif ications to current cperatirg procedures could, none­

theless, be contenplated. W i l e  the problems caused by s h i f t s  i n  the 

borrcwiq function might be mitigated by aiming a t  a Federal funds ra te ,  

I wcxlld not  suggest elevating the funds ra te  to a day-tc-day target  

as before October 1979. I n  the f i r s t  place, it would not help in  the 

mre fundmental case when mney demard on the  part of the public, am3 

the emany ,  is weakenirg relative to expectations. Secordly, it varld 

work to eliminate a very valuable degree of responsiveness of the funds 

rate, and sbrt rates generally, t o  actual or anticipated charges in  

credit or mney danand--a &gme of responsiveness t h a t  often is i n  a 

direction cons is ten t  with, a d  helpful to ,  policy toward the aggregates 

and the econany, as w a  the case, for ewmple, in  early fa l l .  With the 

fm3s  rate as a target, by contrast, mney market conditions w i l l  be much 

less responsive to  facbrs otkr than the System's intention. 

While the funds r a t e  w w l d  not seem to be a desirable target, a 

reasonab-le argunent can be made fo r  evaluatirg movenents in  the funds r a t e  

a d  the mney supply relative to borrowirg levels, taking a c m t  of 

i&ntifiable factors affeairg changes i n  bank brrowirg behavior, to 

determine whether there have been s h i f t s  i n  the borrowing function that 
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may call for technical adjustment in reserve paths. lhis might tend to  

minimize problems associated with s h i f t s  i n  the borrowing function, but it 

wculd not address the f i r s t  drawback with the current procedure noted 

earlier-that is, its tendency to accmudate, i n  part a t  least, undesired 

swiqs i n  m e y  demand. 'IMt drawbck may be best addressed by in t rduc ing  

some degree of autanaticity i n  borrowirg i n  response to deviations f m n  

the m'spath for M1 an3 related required reserves, i f  a reasonable 

degree of reliance can be placed m that nonetary aggregate, a question 

to be discussed in the next section. 

Because of r m i n i r q  uncertainties under current circumstances 

about the significanoe of M1 mavements, any autanaticity shculd probably 

be re la t ively l i m i t e d  i n  its scape. Fur example, i n  any given reserve 

period, an a u t m t i c  change in bormwirg might be limited to about 25 to 

50 peroent of a deviation i n  required reserves associated with an unaccept­

able variation i n  M 1  f ran path. I f  MJ. were unacceptably low by an average 

of $2 b i l l i on ,  t h i s  wwld m a n  an a t m t i c  drcp i n  borrowing of only $35 

to  $70million, given the ex is t i rg  7 percent average required reserve 

ra t io  on transactions deposits. me of the advantages to relat ively s m a l l  

autcmatic borrowing changes-and the Omnittee cculd always indicate a 

dollar maxinnnn--is that  e r r a t i c  m v m n t s  i n  M1 w i l l  not lead to very 

s i g n i f i a n t  v o l a t i l i t y  i n  mmey market conditiom. 

J u w n t a l  adjustrents w l d  presumably remain as the principal 

a r c e  of sustained movements in borrowirg wet time in tb context of 

scmethiq l i k e  the cur ren t  direct ive structure,  which conditiom charges 

in borrowiq on a var ie ty  of n o m e t a r y  as w e l l  as m e t a r y  developnents. 

I n  connection w i t h  factors influercirg the judgnental se t t ing  of borrowing, 

it may well be tha t  in current circmstances assessnent uf the r ea l  
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degree of financial  res t ra in t  or ease-which has often been judged by 

i n t e r e s t  rates, credit flows, and liquidity conditions-depends mom than 

usual on indicators of price pressures and on the value of the dollat i n  

exchaqe marke t s .  Inflationary expectations are, and have been, i n  a 

s t a t e  of flux, ard obviwsly affect  tl-e real restraint inplied by naninal 

in te res t  rate levels. Price indicators in that situation would need to 

he evaluated mre clc6ely than usual not only fo r  what they may suggest 

about aggregate demard but also f o r  their inpact on inflationary expecta­

tions. In  addition, international forces tcday have tecane a significant 

factor  affecting U.S. econunic activity and prices, arguing for relatively 

mre attention than usual to the dollar exchange rate, which has r i s e n  

mre or less pers is tent ly  since ea r ly  t h i s  year, i n  assessing the wer-all 

degree of financial  r e s t r a i n t  or ease. 

Reliabil i ty of M1 

men i f  operatirg p r d u r e s  are essentially ju-ntal, the 

degree to which adjustments are made in b m i n g  w i l l  depend to a great 

extent on confidence i n  the re l iab i l i ty  of the aggregates-particularly of 

H1 i f  sane degree of autcmaticity were allowed i n  operations--as indicators 

of current and future  econanic activity and prices. Over the years, mch 

research has teen devoted to catprisons of M1 and otbr aggregates as they 

relate to (TJP a d  prices. Cur work has generally sbwn that ,  of the 

varicxrs aggregates, M 1  has conveyed the most information about current and 

future GNP and has also had the most stable, or predictable, denand 

relat iorship to incane. -re have, lmwever, been episodes wbn these 

relationships have broken down i n  one way or another-for exauple 1975-76 

ard mt recently 1982sar ly  1983. �%en apart fran such periods, the 
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relationship between mney and GNP is subject to consiQrable noise and 

uncertainty, particularly the sbrter the t i m e  period carsidered. 

Because of the sharp, atypical drcq in the velocity of M 1  i n  

1982-early 1983, the Onunittee greatly reduced the weight on M1 f o r  

g u i d i q  day-tc-day *rations. In the latter part of 1983, the velocity 

of M 1  m a n  to bhave mre typically, given the stage of the business 

cycle, and after a time the Cnnnittee increased the  weight on Ml i n  801113 

degree. It w a s  still not given the hpxtance it had over the three 

years following October 1979, partly because of lingering uncertainties 

abwt the l ike ly  behavior of M 1  under varying econanic and financial  

ckcunstances, i n  l igh t  of the institutional changes of recent years. 

cur m06t recent  examination of M1 behavior in relation to other 

aggregates and GNP fran a variety of s t a t i s t i c a l  perspectives suggests 

that on ta la= Ml is still the mt reliable of the aggregates as a policy 

guide and that,  following the 1982-sarly 1983 deterioration, its r e l i a b i l i t y  

s ince  around mid-1983 seems to have been inprWing. As noted, its 

velocity has begun to behave mre typically in recent  quarters. It has 

also shown less unrel iabi l i ty  than  in  1982-early 1983 as a predictor of 

GNP behavior i n  m e t a r i s t - t y p e  mdels. 

In addition, a recent regression analysis that canpares the 

indicator properties of Ml, M2, ard M3 relat ive to each other sbks that 

Ml still bears the preponderant weight i n  mnveying information, w i t h  

canparatively little additional i n f o r n t h  imparted by M2 a d  M3. 

Howwer, the regression work also suggests that, while the average perfor­

mance of f4l as an indicator of GNP reMirs high relat ive to the other 

nwnetary aggregates, the precise weight t ha t  one wwld at tach to Ml has 
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becane mre unoeaain in recent years, m is as0 the case for MZ.U-
%is perhaps re f lec ts  inst i tut ional  changes of recant years that also 

may have contributed to sane decreased r e l i ab i l i t y  of the aggregates as a 

gro$ as i nd ica to r s  of GNP. 

mUs, examination of recent  data provides sane assurance that 

M1 is a ncticaably mre reliable guide than broader aggregates, but it is 

still f a r  too soon to be reasonably confident about t h  underlying trend 

of its velocity, and its cyclical responsiveness to incum and in te res t  

rates. In large par t ,  t h i s  re f lec ts  the need formore experience with 

the public's financial asset behavior i n  l igh t  of the changed canpasition 

of ~1itself as w e l l  a s  the new deposits and fund out le ts  (such as mney 

market  deposit xcounts a d  mney market funds) i n  other, higher-xdx 

aggregates that also sene to one degree or another as both as means of 

p a p n t  and a repository fo r  savings. For irrstance, the weak behavior of 

Hl ths f a r  i n  the fourth quarter could be attributable i n  part to the 

public's placing funds in  m ' s  that  i n  p r ior  years might otherwise have 

keen deposited i n  *-type accounts-given present interest  rate incentives 

fawring MMWs and increased familiarity with such accounts. 

Base fo r  the HI target next year 

The specific lorger-run ranqes fo r  1985 w i l l  be considered by 

the RIM: a t  its Febniary meeting, against the backgrourd of a broad 

review of tk econanic outlook i n  the chart s b w  and analysis of policy 

options. I t  may be useful a t  this tine to raise an  issue about the base 

f o r  the targets, i n  particular f o r  M1 i n  l i gh t  of evidence that, of a l l  

-1/ Preliminary mrardum by Messrs. Porter and Swartz, "Relative Indicator 
Properties of Hl, M2, and M3: Regressions of GNP Growth on Distributed 
Lags of Weighted Averages of the M's." 
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the aggregates, it may still be a relat ively mre reliable guide for 

policy. AS w i l l  be recalled, the tentative rarges f o r  next year adopted 

i n  July en ta i l  reductions for M1 ard M2, to 4 to 7 percent  and 6 to 8-1/2 

p r a n t ,  respectively. Ranges for M3 and total debt were l e f t  unchanged. 

The table below ccmpares these tentative ranges with the rarges ard 

estimated outcanes for 1984 (all data measured frun QW to om). 
Ranges for  

1984 Actual 

M 1  4 - 8  5 

M2 6 to 9 7-1/2 

M3 6 to 9 10 

E b t  8 to 11 13-1/4 

Tentative 
m e s  f o r  1985 

4 to 7 

6 to 8-1/2 

6 to 9 

8 to 11 

The C c m n i t t e e  ea r ly  t h i s  year had indicated an expectation that 

M 1  grmith over 1984 wculd appropriately be i n  the middle of the range, 

assuming normal velocity behavior. Ihe velocity of M 1  t h i s  year looks as 

i f  it w i l l  grw by about 4 percent ,  sanewhat abwe previous experience in  

the second year of expansion. But t h i s  velocity outcane has been 

a c c a p a n i d  by noticeably slower nuninal GNP growth (currently estimated 

a t  9.1 percent f ran QIV '83 to QIV '84) than anticipated by the -ittee 

a t  midyear, and a t  the low erd of the FDMc's central  tendency indicated 

in February. Feal GNP growth w a s  a lso slwer than expected a t  midyear, 

but w a s  abme the aentral  tendency expectation of ear ly  t h i s  year. Price 

behavior has been better than anticipated ear ly  in t h e  year and a t  the 

low eml of the midyear aentral terdency. 

With the cuer-all ecorxmic outcane for the year sanewhat worse 

than anticipated a t  midyear, and with M l  growth for the  year i n  the lover 

part of the rarge, it can  ta? questioned whether the range f o r  1985 should 
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be based on the  actual outcaw for the fourth quarter, or imtead sharld 

be based on the midpoint for that quarter of the 1984 target rarge. This 

t y p  of question has, of course, arisen often i n  the past w b n  the Cannittee 

has discussed questions of "base drift ."  

If  the omnittee retained the present 4 to 7 percent ~1rarge 

fo r  1985, ah& a t  its 5-1/2 p e n z n t  midpoint, and based the rarge on the 

fourth quarter midpoint af the  1984 range, actual growth for 1985 wculd 

be 6-1/2 percent--makirg up for the one percent point h r t f a l l  relative 

to t h i s  year's midpoint. Such an approach, whatever its m a n i c  merits, 

is awkward presentationally since it wculd be d i f f i c u l t  to amid public 

confusion betwen actual growth expected and the sonewhat a r t i f i c i a l  

specification of the target growth rarqe. I n  addition, there is always 

the  question of why rebasirg w a s  undertaken t h i s  year, after many years 

of not formally o f f se t t i rg  overstoots an3 undershoots-which to a degree 

have averaged out over tine, depending on the s t a r t i ng  point. 

norewer, it may be d i f f i cu l t ,  t b u g h  perhaps nck overridingly 

SQ. to explain why tb range for  one aggregate is based on the  midpoint 

of a previous year 's  rarge, e r e a s  others are based on the actual cutcane 

for  a previous year. mr M2, ihich looks as i f  it may end t h e  year near 

Wlt f o r  M3 andtte current midpoint, there is nomeanirgful problem. 

c red i t ,  which are above current ranges, i n  part  because of special factors ,  

a rebasirg to the fourth quarter midpoints of their 1984 ranges wculd 

s e e m  to inply mch too limited growth relative to M l  and GNP s k u l d  their 

tentat ive grcwth raqes for 1985 be retained. However, reference to the 

special  factors affectirg H 3  a d  credit-for exaple, merger a c t i v i t y d o e s  

prwide  a rationale fo r  different t reatmnt  re la t ive  to Ml. 
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I f  the Onvnittee w i s h e d  to foster sanewhat more rapid growth of 

M1 next year i n  l i gh t  of the s b r t f a l l  for this year that  developsd in the 

%cod half ,I/- it could & so more consistently w i t h  past  targetirg practice 

by continuirq t o  base on the actual fourth quarter outcane and by sinply 

indicating that  actual growth is expected to be toward the upper erd of 

the 4 to 7 peraent rarge for 1985.2/ Wlt  the mre furdamntal question, of 

curse ,  is whether it would be desirable policy to canpersate f o r  the saue 

what slower than expected M l  growth in  1984. The econanic issue revolves 

i n  par t  around the question of whether the s b r t f a l l  represents a 

“permanent” &ward s h i f t  i n  clmand f o r  m e y ,  which need not be offse t  

l a t e r ,  or whether it ref lec ts  a degree of res t ra in t  on money supply that 

w i l l  eventually unduly corstrain demands fo r  p d s  and services. In the 

latter case, the lower money growth wculd need to be subsequently offset. 

Our quarterly nodel Qes suggest the possibi l i ty  of a &ward 

s h i f t  i n  money demad s i n c e ,  given estimated incane and in te res t  ra tes ,  

the male1 forecasts strolqer money growth i n  1984, by about 1-1/2 percentage 

po in t s ,  than actually is occurring. Fkmever, mcst of t h i s  ‘shift” todc place 

i n  the fourth quarter, vhen actual incane ard to  a lesser degree mney 

(on a quarter ly  average basis) are still uncertain. Moreaver, the nodel’s 

forecast  error t h i s  year di f fe rs  l i t t le fran what would be encanpassed by 

-1/ me concurrent s e a ~ ~ ~ ladjustment procedure (as of now and before 
benchmark adjustmnts to the  underlyiq data) m l d  raise second 
half growth (QII to QW) by 1/2 percentage po in t  to abaft 3-1/2 per-
cent a t  an annual rate an3 larer the f i r s t  half by the sam? arrount, 
which would noderate but not significantly charge the pattern of 
steady deceleration i n  M1 growth quarter by quarter.-2/ 	 Although t h i s  procedure would produce the same growth f o r  the year as 
rebasing tte current rangs and aiming a t  its midpoint, a rebased range
wculd imply scqe formore rapid growth ear ly  next year. mis occurs 
because a rebased range starts a t  a higher level, thus arithmetically
leadirg to relat ively high actual growth early in  the year i f  mney
is to move pranptly to the  midpoint of t k  new cone. 
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its normal range of uncertainty. lhus, mdel evidenm abut  a &mnward 

demand s h i f t  is ambiguous. It is also d i f f i cu l t  to point to ins t i tu t iona l  

deve lqmnts  t h a t  clearly w l d  lead to a lastirg downward s h i f t  i n  M1 

&mad t h i s  year, though the recent  popularity of MMWS could be contri­

buting to such a develqmnt .  

wtether or not there have k e n  demand s h i f t s  for mney, pract ical ,  

presentational considerations tend to argue against rebasiq M1 a t  the 

fourth quarter midpoint of its 1984 range. In addition, the degree of 

looseness in  the M1 to GNP relationship is su& tha t  the impact of only one 

percentage point of slower or f a s t e r  mney growth may readily be absorbed, 

or offset ,  by conpensating unexpected m n t s  i n  velocity. %is loose­

ness has led the hnnittee to express its -a1 growth targets f o r  the 

aggregates a s  re la t ively w i d e  ranges. B u t  the C c m n i t t e e  has often expressed 

its view about whether an aggregate can be expected to be high or l o w  i n ,  

or a t  the middle of, its target range. If them is a desire to canpensate 

for t h i s  year's re la t ively slow growth of M I ,  the s i z e  of the year 's  

sho r t f a l l  is smallencugh for  that  objective to be accanplishd by growth 

i n  tk upper pa r t  of the range for 1985 without alterirg past  practice. 

T k  issue of what particular actual Ml growth wmld be desirable i n  1985 

can  ke more readily addressed i n  February, when the Onmittee w i l l  have 

mre evidence about the basic s t r e q t h  of demads f o r  qmls and services 

ard perhaps abchlt the underlying behavior of M I  velocity. 




